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Markets Inc., formerly known as Sal onon Smith Barney Inc.
(“SSB”), and Jack G ubman ("G ubman") (collectively, “SSB

Def endants”) have noved to dimss a class action conpl aint
asserting federal securities |aw clains based on a derivative
security whose value was |inked to the value of the common stock
of WorldCom Inc. (“WrldConi). The plaintiffs assert Sections
11 and 12(a)(2) clains under the Securities Act of 1933 (“Section
11," “Section 12(a)(2),” and “Securities Act”), and Sections
10(b) and 20(a) clains under the Securities Exchange Act of 1934
(“Section 10(b),” "Section 20(a),” and “Exchange Act”) in
connection with an instrunent called Targeted G owth Enhanced
Ternms Securities Wth Respect to the Comon Stock of M

Worl dCom Inc. (“TARGETS’). For the follow ng reasons, the

notion to dismss is granted in part.

Backgr ound

On June 25, 2002, Wbrl dCom announced a nassive restatenment
of its financial statements. Governnent investigations and
prosecutions followed. WrldComentered bankruptcy in the sumer
of 2002, and has recently energed from bankruptcy.

Cvil litigation had anticipated the June 25 announcenent.
The first class action concerning WrldCom securities was filed
inthis district on April 30, 2002. The Wrl dCom cl ass acti ons
inthis district were consolidated on August 15, 2002, and the
Worl dCom securities litigation as a whole, including many actions

bringi ng individual as opposed to class clains and actions filed
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t hroughout the nation and transferred here by the Judicial Panel
on Multi-District Litigation, was consolidated through O ders of
Decenber 23, 2002, and May 22, 2003 (collectively, the

“Securities Litigation”). See In re WrldCom Inc. Sec. Litig.,

No. 02 Giv. 3288 (DLC), 2002 W 31867720, at *1 (S.D.N.Y. Dec.
23, 2002); In re WrldCom Inc. Sec. Litig., No. 02 Gv. 3288

(DLC), 2003 W. 21219037 (S.D.N.Y. May 22, 2003).

Two cl ass actions have been filed in connection with
derivative securities that were linked to WrldComi s stock price.
On February 13, 2003, an action brought on behalf of purchasers
of “GOALs” was filed.! On January 6, 2004, that action was

dism ssed for failure to state a claim In re Pai neWebber GOALs

Sec. Litig., 303 F. Supp. 2d at 390. O particular relevance to

this notion, the GOALs conpl aint was di sm ssed on the ground that

it failed to plead the existence of a fal se statenent when it

relied for such an allegation on the accurate |isting of

hi storical WrldCom stock prices in the GOALs prospectus. 1d.
The first TARCETS action was filed on Novenber 26, 2003. A

! The GOALs are notes issued by UBS AG that paid an annual
Interest rate of 12% over two years, payable sem -annually. The
GOALs matured on January 24, 2003. The anount of the investor’s
principal to be repaid at maturity depended on the performance of
Wor I dCom comon stock during the termof the notes. |If the price
of Worl dCom conmon stock rose, investors would be repaid their
full principal in cash at maturity; if it fell below certain
trigger points, they would be repaid their principal in a pre-set
nunber of Worl dCom shares. The GOALs were |listed on the Anerican
St ock Exchange and traded in the secondary market. See In re
Pai newebber Sec. Litig., 303 F. Supp. 2d 385, 387 (S.D.N.Y.

2004) .




second action was filed on Decenber 18, 2003. A consolidated

cl ass action conplaint ("Conplaint”) was filed on March 5, 2004.
Plaintiffs seek recovery for those who purchased TARGETS bet ween
June 22, 1999 and April 21, 2002, and were damaged t hereby.

The initial TARGETS registration statenment becane effective
on February 3, 1999; there was an anmended regi stration statenent
of March 8, 1999. 5,600,000 of TARGETS shares were issued by an
SSB affiliate in June 1999. As the June 24, 1999 prospectus for
the TARCGETS (“Prospectus”) advised investors, WrldCom was not
affiliated wwth the issuer of TARGETS and had no obligations with
respect to TARGETS. The Prospectus reported the history of
Wor | dCom st ock prices from 1994 to the second quarter of 1999.

TARGETS are synthetic equity-linked debt securities.
I nvestors in TARGETS were entitled to receive a predeterm ned
di vidend for each quarter between purchase date and maturity
date. The TARGETS were due August 15, 2002. The redenption
value at maturity was linked to the trading price of WrldConis
common stock at that tinme with a cap on appreciation that all owed
purchasers to participate in the "first 40% of appreciation in
the price" of WrldCom stock. The Conplaint asserts that the
price of TARGETS in the secondary nmarket rose and fell wth the
price of Wrl dCom stock. 2

The Conpl aint alleges that the Prospectus failed to disclose

conflicted business rel ati onshi ps between the SSB Def endants and

2 TARGETS were traded on the Chicago Board of Options
Exchange.



WorldComin violation of Sections 11 and 12(a)(2).3® The
conplaint filed on Cctober 11, 2002 in the consolidated Wrl dCom
cl ass action describes an alleged illicit, quid pro quo

rel ati onshi p between the SSB Def endants and Worl dCom t hat was
undi scl osed to investors and it is on those allegations which the
plaintiffs in the TARGETS litigation rely. The allegations are
described in some detail in the May 19, 2003 Opinion on the first
wave of notions to dismss the WrldCom cl ass action conpl ai nt

and that discussion is incorporated here. See In re WrldCom

Inc. Sec. Litig., 294 F. Supp. 2d 392, 404-406 (S.D.N Y. 2003).

The Conpl aint al so alleges violations of Sections 10(b) and
20(a), as well as Rule 10b-5, based on purported om ssions from
the Prospectus and SSB's research reports on Wrl dCom

The SSB Def endants have noved to dism ss on the ground that
many of the clains are tine-barred; that the clains based on the
Prospectus’ listing of historical WrldComstock prices fail to
pl ead a m srepresentation or material om ssion; that the Section
10(b) cl ains based on the Prospectus fail adequately to plead
scienter; that the Section 10(b) clains based on the research
reports fail to plead statenents nade “in connection wth”
TARGETS; and that the Section 12(a)(2) claimis defective to the
extent that it seeks recovery from SSB for secondary market

pur chases.

3 The Sections 12(a)(2) and 20(a) clains are brought only
agai nst def endant SSB.



Di scussi on
When considering a notion to dismss, a court nust take al
facts alleged in the conplaint as true and draw all reasonabl e

inferences in favor of the plaintiff. Securities |Investor

Protection Corp. v. BDO Seidman, LLP, 222 F.3d 63, 68 (2d G r
2000). "Dism ssal is inappropriate unless it appears beyond
doubt that the plaintiff can prove no set of facts which would

entitle himor her torelief." Raila v. United States, 355 F.3d

118, 119 (2d Gir. 2004).

Plaintiffs' Sections 11, 12(a)(2), and 20(a) clains are
governed by the pleading standard set forth in Rule 8(a), Fed. R
Cv. P.* Seelnre WrldCom Inc. Sec. Litig., 294 F. Supp. 2d

at 406-08, 415-16, 419-20, 423. Under Rule 8(a), a conplaint
adequately states a claimwhen it contains "a short and plain
statenent of the claimshowing that the pleader is entitled to

relief." Swerkiewmcz v. Sorema N A., 534 U S. 506, 512 (2002)

(citing Rule 8(a)(2), Fed. R Cv. P). Thus, under Rule 8(a)'s

| i beral pleading standard, a conplaint is sufficient if it gives
"fair notice of what the plaintiff's claimis and the grounds
upon which it rests.” [d. (citation omtted). Plaintiffs
Section 10(b) and Rule 10b-5 claimis governed by Rule 9(b), Fed.

R GCv. P., and the hei ghtened pleading standard in the Private

* The Second Circuit recently announced that clains brought
under Sections 11 and 12(a)(2) that "sound in fraud" are governed
by the pleading requirenents of Rule 9(b), Fed. R Cv. P. See
Ronbach v. Chang, 355 F.3d 164, 171 (2d Gr. 2004). Plaintiffs
Compl aint explicitly disclains that its Securities Act clains are
fraud clai ns.




Securities Litigation Reform Act of 1995 ("PSLRA"), Pub. L. 104-
67, 109 Stat. 737 (1995). See In re Scholastic Corp., 252 F.3d

63, 69-70 (2d GCr. 2001); Inre WrldCom Inc. Sec. Litig., 294
F. Supp. 2d at 410.

1. Securities Act O ains
The SSB Def endants nove to dismss the Securities Act clains

on the ground, inter alia, that they are barred by the three year

statute of limtations contained in the Securities Act. 1In
addition, they argue that there is no Section 12(a)(2) cause of
action for aftermarket purchases. Because the Securities Act
clainms nust be dism ssed based on these two grounds, it is
unnecessary to consider the defendants’ alternative argunents in

support of dism ssal.

a. Section 11
The Securities Act inposes strict liability on issuers for
t he accuracy of statenments in issuing docunents. See In re

WrldCom Inc. Sec. Litig., 294 F. Supp. 2d at 407. |In doing so,

it limts the class of potential plaintiffs. Section 11
addresses m srepresentations and om ssions in a registration
statement.® |d. at 407-08.

Section 13 of the Securities Act sets forth the statute of

limtations for Securities Act clains. It provides:

®> The Conpl ai nt bases both its Section 11 and Section
12(a)(2) clainms on the Prospectus.
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No action shall be maintained to enforce any liability
created under section 77k [Section 11] or 771 (a)(2)

[ Section 12(a)(2)] of this title unless brought within
one year after the discovery of the untrue statenent or
the om ssion, or after such discovery should have been
made by the exercise of reasonable diligence . .

In no event shall any such action be brought to enf or ce
a liability created under section 77k or 771 (a)(2) of
this title nore than three years after the security was
bona fide offered to the public, or under section

771 (a)(2) of this title nore than three years after the
sal e.

15 U.S.C. 8 77m (enphasis supplied). Thus, under Section 13,
plaintiffs nmust bring suit by the earlier of (a) three years from
the date the parties in the offering "obligate thenselves to

perform"” in the case of a Section 12(a)(2) claim see Finkel v.

Stratton Corp., 962 F.2d 169, 173 (2d Cr. 1992) (citation

omtted), or three years fromthe date of the registration
statenent, in the case of a Section 11 claim id. at 174, or (b)
one year fromthe date on which they are put on actual or
constructive notice of the facts underlying the claim Dodds v.

G gna Secs., Inc., 12 F.3d 346, 350 (2d Cr. 1993).

The plaintiffs filed their conplaint on Novenber 26, 2003,
nore than four years after the effective date of the registration
statenent and the issuance of the Prospectus. Al of their
Section 11 clains are therefore tinme-barred. Wile the
plaintiffs seek to preserve their argunent that the Sarbanes-
x|l ey Act of 2002 (“Sarbanes-Oxley”) extended the limtations
period for their Securities Act clainms, for the reasons expl ai ned

in prior Opinions issued in the Securities Litigation, that Act

di d not enconpass either their Section 11 or Section 12(a)(2)



claims. In re WrldCom Inc. Sec. Litig., 294 F. Supp 431, 440-

44 (S.D.N. Y. 2003); Inre WrldCom Inc. Sec. Litig., 308 F

Supp. 2d 214, 220-21, 224-25 (S.D.N.Y. 2004).°

b. Section 12(a)(2)

For the reasons just described in connection with Section
11, all Section 12(a)(2) clains for those who purchased TARGETS
nore than three years before Novenber 26, 2003 are also tine-
barred. The defendant SSB contends that to the extent that the
plaintiffs seek to pursue Section 12(a)(2) clainms for those who
pur chased TARGETS securities after Novenmber 26, 2000, those
cl ai ms nust be dism ssed since Section 12(a)(2) does not provide
a cause of action for aftermarket purchases.’

Section 12(a)(2) states, in pertinent part:

Any person who . . . offers or sells a security . . .

by neans of a prospectus or oral conmunication, which

i ncludes an untrue statement of a material fact or
omts to state a material fact necessary in order to

make the statenents . . . not msleading . . . shall be
liable . . . to the person purchasi ng such security
fromhim

15 U S.C. 8§ 77l (a)(2) (enphasis supplied). Section 12(a)(2)

®In their brief in opposition to this motion, the
plaintiffs seek to benefit fromthe fact that Sarbanes- Oxl ey
extended the statute of limtations period for fraud clainms, by
characterizing their Securities Act clains as fraud clains. As
di scussed infra, Sarbanes-Oxley is not retroactive. In any
event, as already noted, the plaintiffs’ pleading expressly
denies that its Securities Act clainms sound in fraud.

" The plaintiffs do not contend that there were any
purchases of TARGETS after Novenber 26, 2000 except in the
aft er mar ket .



i mposes liability without requiring "proof of either fraud or

reliance.” @istafson v. Alloyd Co., 513 U S. 561, 582 (1995). A

plaintiff need only show "sone causal connection between the
al | eged communi cation and the sale, even if not decisive."

Metronedi a Co. v. Fugazy, 983 F.2d 350, 361 (2d G r. 1992)

(citation omttted). The statute grants buyers the "right to

rescind without proof of reliance.”" Gustafson, 513 U. S. at 576.
Section 12 creates a cause of action against sellers who

"passed title, or other interest in the security, to the buyer

for value." Pinter v. Dahl, 486 U S. 622, 642 (1988); see also

Wlson v. Saintine Exploration & Drilling Corp., 872 F.2d 1124,

1126 (2d G r. 1989) (applying Pinter's Section 12(1) analysis to
what is now Section 12(a)(2)); Capri_v. Mrphy, 856 F.2d 473, 478

(2d Cir. 1988) (sane). Section 12(a)(2) "inposes liability on

only the buyer's immediate seller; renote purchasers are
precluded from bringing actions against renote sellers. Thus, a

buyer cannot recover against his seller's seller.” Cortec |ndus.

v. Sum Holding L.P., 949 F.2d 42, 49 (2d Gr. 1991) (citing

Pinter, 486 U. S. at 644 n.21) (enphasis added in Cortec).

Def endants nmay be |iable under Section 12(a)(2) either for
selling a security or for soliciting its purchase. Cortec
| ndus., 949 F.2d at 49. Persons who are not in privity with the
plaintiff may be liable if they "successfully solicit[ed] the
purchase, notivated at least in part by a desire to serve [their]
own financial interests or those of the securities owner."

Pinter, 486 U S. at 647; see also Commercial Union Assurance Co.
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v. Mlken, 17 F.3d at 608, 616 (2d Cir. 1994); WIson, 872 F.2d
at 1126. Defendants nust have "actually solicited" the purchase
by the plaintiffs. Capri, 856 F.2d at 479.

Rel yi ng on an extensive analysis of the requirenent that a
Section 12(a)(2) claimbe based on a sale "by neans of a
prospectus," the Suprenme Court stated in GQustafson that "[t] he
intent of Congress and the design of the statute require that
[ Section 12(a)(2)] liability be limted to public offerings.”
Qustafson, 513 U. S. at 579. The Court reasoned that, since the
federal securities |laws require a prospectus to include
information contained in a registration statenent, and only
public offerings require the filing of a registration statenent,
a prospectus "is confined to docunents related to public
of ferings by an issuer or its controlling shareholders.” [d. at
569. The Court found this reading of interlocking Securities Act
sections to be entirely consistent wth the general purpose of
the Securities Act. "[T]he 1933 Act was primarily concerned with
the regul ation of new offerings.” 1d. at 577 (citation omtted).
Mor eover, the fact that Section 12(a)(2) provides "buyers with a
right to rescind, wthout proof of fraud or reliance, as to
m sstatenents contained in a docunent prepared with care,” was
further evidence of Congressional intent to inpose such strict
liability only in connection with the public offering itself.
Id. at 578. Liability under Section 12(a)(2), therefore, does
not extend to "private or secondary" sales. 1d. at 582. See

also id. at 571 (Congress did not intend through Section 12(a)(2)

11



to create liability for "secondary market transactions").

As just noted, Section 12(a)(2) governs only those sales
made "by neans of a prospectus.” 15 U.S.C. § 771 (a)(2). As a
consequence, the Second Circuit and other circuit courts have
repeatedly observed that purchasers in the secondary market are

excluded from bringing Section 12(a)(2) actions. See Denaria v.

Andersen, 318 F.3d 170, 177-78 (2d Cir. 2003) (distinguishing
Section 11 clains); Lee v. Ernst & Young, LLP, 294 F.3d 969, 976

(8th Gir. 2002) (sane); Joseph v. Wles, 223 F.3d 1155, 1160-61

(10th G r. 2000) (sane); Hertzberg v. Dignity Partners, Inc., 191

F.3d 1076, 1080-81 (9th Cir. 1999) (sane). See also In re

WrldCom Inc. Sec. Litig., 219 F.R D. 267, 283 (S.D.N. Y. 2003)

(nanmed plaintiff who purchased in aftermarket did not have

standing to bring Section 12(a)(2) clain); In re Sterling Foster

& Co., Inc. Sec. Litig., 222 F. Supp. 2d 216, 244-45 (E.D.N.Y.
2002) (collecting cases).

The plaintiffs' pleading reflects their understandi ng of
t hese principles and does not contain allegations to support a
Section 12(a)(2) claimfor aftermarket purchasers. For instance,
t he Conpl ai nt makes no allegation that plaintiffs purchased
directly fromSSB or were actually solicited by SSB in the
aftermarket. Plaintiffs allege only that SSB acted as
"underwiter” for the 1999 TARGETS offering.

Plaintiffs contend that the reasoning in Feiner v. SS&C

Technologies, Inc., 47 F. Supp. 2d 250 (D. Conn. 1999), conpels a

different result. 1In rejecting the defendants' argunent that
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Section 12(a)(2) only addresses sales in the initial distribution
of shares, Feiner held that "8 12(a)(2) extends to afternarket
trading of a publicly offered security, so long as that
aftermar ket trading occurs by neans of a prospectus or oral
comuni cation.” 1d. at 253 (citation omtted). The Feiner

anal ysis is not persuasive. But, in any event, Feiner provides
no confort to plaintiffs. Feiner further held that plaintiffs
who purchased shares in the aftermarket from sonmeone ot her than
t he defendant did not have standing to sue the defendant under
Section 12(a)(2). 1d. at 254.%8 As already noted, the Conpl aint
does not allege that the aftermarket purchasers bought TARGETS
directly from SSB.

2. Exchange Act C ai ns
The SSB Def endants nove to dism ss the Exchange Act clains

on the grounds, inter alia, that the clains based on statenents

in or omssions fromthe Prospectus are tine-barred. It is

undi sputed that all of the Exchange Act claimbased on the
Prospectus are tinme-barred unl ess Sarbanes-Oxl ey, which extended
the statute of limtations for securities fraud clains in 2002,

is retroactive. The SSB Defendants al so assert that the clains

8 Feiner observed that in the context of a firm comtnent
underwriting, where a defendant sells all the shares to the
public, the defendant is |iable under Section 12(a)(2) for
aftermarket sales only if the defendant reacquired shares in the
aftermarket and resold them or if the defendant acted as a
dealer for third parties in aftermarket trading. Feiner, 47 F
Supp. 2d at 254.
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based on the SSB research reports are based on statenents not

made “in connection with” the TARGETS securities.?®

a. Statute of Limtations

Prior to the enactnent of Sarbanes-Oxley, the statute of
[imtations for Exchange Act clains was a one-year/three-year
regi ne which made any cl ai m brought nore than three years after
the occurrence of the alleged violation untinely. 15 U S.C. 8§

78i (e); Lanpf, Pleva, Lipkind, Prupis & Petigrow v. Gl bertson

501 U.S. 350, 364 n.9 (1991); Levitt v. Bear Sterns & Co., Inc.,

340 F.3d 94, 101 (2d Cr. 2003). Sarbanes-Oxl ey becane effective
on July 30, 2002. Section 804 of Sarbanes-Oxl ey |engthened the
statute of limtations for private causes of action alleging
securities fraud. See 28 U . S.C. 8§ 1658 ("Section 804"). Section
804 provides, in pertinent part, that

[A] private right of action that involves a claim of
fraud, deceit, manipulation, or contrivance in
contravention of a regulatory requirenment concerning
the securities laws, as defined in section 3(a)(47) of
t he [ Exchange Act] [15 U.S.C. 8 78c(47)], may be
brought not later than the earlier of --

(1) 2 years after the discovery of the facts
constituting the violation; or

(2) 5 years after such violation.

28 U.S.C. 8 1658 (enphasis supplied). Sections 804(b) and (c)

al so state that its provisions "shall apply to all proceedings

°® The SSB Def endants have preserved their argunment that the
Conpl ai nt does not sufficiently allege their scienter with
respect to the allegations of an illicit quid pro quo
relationship with WoirldCom For the reasons explained in |In re
WrldCom Inc. Sec. Litig., 294 F. Supp. 2d at 426, that argunent
IS rejected.
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addressed by this action that are conmenced on or after the date
of enactnment of this Act. . . . Nothing in this section shal
create a new private right of action." Sarbanes-Oxley Act 88
804(b) and (c), P.L. No. 107-204, 116 Stat. 745 (2002).

"A statute may not be applied retroactively [] absent a
clear indication from Congress that it intended such a result.”

INS v. St. Cyr, 533 U. S 289, 316 (2001). See also Landsgraf v.

USI FilmProds., 511 U. S. 244, 280 (1994). The first step in

determ ning whether a statute has a retroactive effect is to
ascertain whether Congress has directed with the requisite

clarity that the |law be applied retroactively. Mrtin v. Hadix,

527 U.S. 343, 352 (1999).

The standard for finding such unanbi guous direction is

a demandi ng one. Cases where this Court has found

truly retroactive effect adequately authorized by

statute have involved statutory | anguage that was so

clear that it could sustain only one interpretation.

St. Cyr, 533 U.S. at 316-17 (citation omtted).

Wth respect to statutes that | engthen a statute of
[imtations, circuit courts have consistently held that applying
the longer statute of limtations to revive previously time-
barred clains is inpermssible unless the legislature clearly
expresses the intent to revive already tine-barred actions. See

MIllion v. Frank, 47 F.3d 385, 390 (10th G r. 1995); Kan. Pub

Enpl oyees Ret. Sys. v. Reiner & Kroger Assocs., Inc., 61 F.3d

608, 615 (8th Cir. 1995); Chenault v. United States Postal Serv.,

37 F.3d 535, 539 (9th Cir. 1994); Resolution Trust Corp. V.

Artley, 28 F.3d 1099, 1103 n.6 (11th Cr. 1994); EDIC v. Belli

15



981 F.2d 838, 842-43 (5th Gr. 1993). See also Stone v.

Ham [ ton, 308 F.3d 751, 757 (7th Cr. 2002); In re Apex EXp.

Corp., 190 F.3d 624, 642 (4th Gr. 1999). The Court in Hughes
Aircraft Co. v. United States, ex rel. Schuner, 520 U S. 939

(1997), cited with approval Chenault's holding that a statute

t hat expands the statute of limtations does not revive tine-
barred clains. [d. at 950. Hughes held that an anmendnent to a
statute did not renew plaintiff's previously barred qui tam
action and anal ogi zed the legal issue to a statute's ability to
revive previously tinme-barred clainms. [d.

Sar banes- Oxl ey does not revive previously time-barred
private securities fraud clains. There is no explicit |anguage
in the statute stating that it applies retroactively or that it
operates to revive tine-barred clainms. Applying the statute of
limtations that was | engthened in July 2002 to cl ai ns that
expired in June 2002 woul d affect the substantive rights of the
def endants by depriving them of a defense on which they were

entitled to rely. See Lieberman v. Canbridge Partners, L.L.C

No. Cv. A 03-2317, 2004 W 1396750, at *3 and n.12 (E.D. Pa.
June 21, 2004) (Sarbanes-Oxley does not revive stale clains); In

re Enron Corp. Sec., Derivative & Erisa Litig., No. ML-1446

Cv.A HO01-3624, 2004 W 405886, at *17 (S.D. Tex. Feb. 25,
2004) (sanme); In re Enterprise Mrtgage Accept. Co., 295 F. Supp

2d 307, 312 (S.D.N. Y. 2003) (same); In re Heritage Bond Litig.,

289 F. Supp. 2d 1132, 1148 (C.D. Cal. 2003) (same). But see
Roberts v. Dean Wtter Reynolds, Inc., No. 8:01-CV-2115-T-26
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(EAJ), 2003 W 1936116 (M D. Fla. Mar. 31, 2003) (relying on
| egi slative history to find intent to make the statute
retroactive).

Plaintiffs contend that Vernon v. Cassadaga Vall ey Cent.

Sch. Dist., 49 F.3d 886 (2d G r. 1995), conpels a different
result. Vernon is inapposite. Vernon applied retroactively a
statutory amendnent that reduced a limtations period, but
applied it to clains that were not tine-barred at the tine of the
anendnent. |d. at 888. The Vernon plaintiffs had specific
notice of the newlimtations period and an opportunity to conply

withit. ld. at 889. See Brown v. Angelone, 150 F.3d 370, 373

n.2 (4th Gr. 1998); Zotos v. Linbergh School Dist., 121 F.3d

356, 361-62 (8th GCir. 1997). The Second Crcuit did not address
those situations in which a plaintiff would have no opportunity
to conply and thus would | ose the right to sue. 1d. at 889 n.1
See Reyes v. Keane, 90 F.3d 676, 679 (2d G r. 1996) (it was

"entirely unfair and a severe instance of retroactivity" to apply
a shorter statute of limtations to bar a plaintiff's claim,

overrul ed on other grounds, Lindh v. Mirphy, 521 U S. 320, 326-27

(1997) .
To the extent that the Exchange Act clains are based on the
Prospectus, they are tinme-barred.?® Such clainms had to be

brought no later than June 24, 2002, or over one year before the

10 Thi s sane holding would apply to any cl ai mbased on the
TARGETS registration statenents, but it does not appear that the
Conplaint is premised on the registration statenents.
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first conplaint in the TARGETS litigation was filed. To the
extent that the Exchange Act clains are based on SSB research
reports, they are tinme-barred as to any reports issued before
July 30, 1999, or three years before Sarbanes- Oxl ey extended the

statute of limtations.

b. The “1In Connection Wth” Requirenent
The plaintiffs allege that the SSB Def endants vi ol at ed
Sections 10(b) and 20(a) of the Exchange Act through the
all egedly material msstatenents and onissions in SSB research
reports regarding WrldCom The SSB Def endants argue that these
statenments and om ssions were not made “in connection with” the
plaintiffs’ purchase or sale of TARGETS securities since they
concerned "different securities issued by a different issuer."”
Section 10(b) provides that:

It shall be unlawful for any person, directly or
indirectly, by the use of any neans or instrunentality
of interstate conmerce or of the mails, or of any
facility of any national securities exchange -

(b) To use or enploy, in connection with the purchase
or sale of any security registered on a national
securities exchange or any security not so registered,
oo any mani pul ati ve or deceptive device or
contrivance in contravention of such rules and
regul ati ons as the Comm ssion nmay prescribe as
necessary or appropriate in the public interest or for
the protection of investors.

15 U.S.C. § 78j(b) (enphasis supplied). Section 10(b) is
designed to protect investors by serving as a "catchal
provi si on" which creates a cause of action for manipul ative

practices by defendants acting in bad faith. Ernst & Ernst v.
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Hochf el der, 425 U.S. 185, 206 (1976).

To state a cause of action under Section 10(b) and Rul e 10b-

5, a plaintiff nust allege that "the defendant, in connection
with the purchase or sale of securities, nade a materially fal se
statement or omtted a material fact, wth scienter, and that
plaintiff's reliance on defendant's action caused injury to the

plaintiff." Lawence v. Cohn, 325 F.3d 141, 147 (2d Cr. 2003)

(citation omtted) (enphasis supplied).

The "in connection with" requirenent nust be construed
broadly and flexibly to allow the securities fraud statute to
capture novel frauds as well as nore commonpl ace ones. In re

Anes Dep't Stores Inc. Stock Litig., 991 F.2d 953, 964-65 (2d

Cr. 1993). In the usual case, the requisite connection between
a fraud and a purchase or sale of securities is present “when the
fraud alleged is that the plaintiff bought or sold a security in

reliance on m srepresentations as to its value.” 1d. at 967

1 Rul e 10b-5, the parallel regulation, describes what
constitutes a manipul ative or deceptive device and provi des that
it is unlawmful for any person, directly or indirectly:

(a) To enploy any device, schene, or artifice to

def raud,

(b) To nake any untrue statenment of a material fact or
to omt to state a nmaterial fact necessary in order to
make the statenents nade, in the light of the

ci rcunst ances under which they were nade, not

m sl eadi ng, or

(c) To engage in any act, practice, or course of

busi ness which operates or would operate as a fraud or
deceit upon any person, in connection with the purchase
or sale of any security.

17 C.F.R 8§ 240.10b-5.
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(emphasi s supplied). The Second Circuit has summari zed that
“Congress, in using the phrase intended only that the device
enployed . . . be of a sort that woul d cause reasonabl e investors
torely thereon, and, in connection therewith, so relying, cause
themto purchase or sell a corporation’s securities.” Inre

Carter-Vallace, Inc. Sec. Litig., 150 F.3d 153, 156 (2d Gr

1998) (citation omtted). Were a fraud on the market theory is
enpl oyed, the "in connection with" requirenment is satisfied with
"a straightforward cause and effect test under which it is
sufficient that statenents which mani pulate the market are
connected to resultant stock trading." 1d. (citation omtted).

See also Press v. Chem Inv. Serv. Corp., 166 F.3d 529, 537 (2d

Cr. 1999).

The plaintiffs have sufficiently alleged that the SSB
research reports, containing allegedly false and m sl eadi ng
i nformati on about Wbrl dCom were "in connection with" plaintiffs
purchase of TARGETS. TARCGETS were a derivative instrunment whose
redenption value was directly tied to the value of Wrl dCom
stock. As a consequence, their price in the secondary narket
fluctuated with the price of WirldCom stock. The Conpl ai nt
all eges a direct link between the value of the TARGETS securities
and the alleged m srepresentati ons and omi ssi ons regardi ng
Wrl dCom and alleges that the plaintiffs bought TARGETS in
reliance on the m srepresentati ons and om ssions about Wrl dCom
There could be no serious argunent that statenents which are

admttedly "in connection with" the purchase and sale of Wrl dCom
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stock were not also statenents "in connection with" the trading
in WrldComoptions. Gven the |inkage between the val ue at
redenpti on of TARGETS and the Worl dCom stock price, it requires a
very small extension of this principle to find that the
plaintiffs have alleged a fraud in connection with the purchase
and sal e of TARGETS.

The SSB Def endants argue that Anatian v. Coutts Bank

(Switzerland) Ltd., 193 F.3d 85 (2d G r. 1999), supports

dism ssal. Anatian involved m srepresentations as to the
authority to | oan noney and the failure to carry out a | oan
commtrment. 1d. at 88. The Anatian plaintiffs also asserted
that the defendant had inflated the val ue of stock pledged as
collateral for the loans in order to extend nore credit. 1d. at
87. The court dism ssed the securities fraud clainms since the
m srepresentations did not "pertain to the purchase or sale of a
security;" the securities were only "tangentially" involved in
the breach of fiduciary duty clainms. |d. at 88. Anatian is
I napposite. It is undisputed that the SSB anal yst reports
directly concerned the purchase and sale of securities. The
TARGETS plaintiffs contend that these reports' enthusiastic
recommendati ons to buy Wrl dCom stock contributed to the fraud
al | eged here.

The SSB Def endants al so contend that a recent decision,
whi ch addressed the concept of standing in securities litigation,

is of assistance to them In Ontario Public Service Empl oyees

Untion Pension Trust Fund v. Nortel Networks Corp., 369 F.3d 27
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(2d Cir. 2004), the Second Crcuit held that the plaintiffs, who
had purchased the securities of a conpany that purchased a
busi ness unit fromthe defendant, did not have standi ng under
Section 10(b) to sue the defendant, whose securities they had not
purchased. 1d. at 30-34. The plaintiffs asserted that the
def endant had misrepresented its own financial condition. The
Second Circuit held that the class of plaintiffs who have
standing to sue is limted “to those who have at | east dealt in
the security to which the prospectus, representation, or om ssion
relates.” 1d. at 32 (citation omtted).

In the course of its analysis of Ontario, the Second GCrcuit
acknow edged the discussion of the “in connection with”

requirenment in Senerenko v. Cendant Corp, 223 F.3d 165, 174-77

(3d Cir. 2000). The Cendant court remanded its case to the
district court to determ ne whether the “in connection wth”
requi renent had been net when the plaintiffs purchased shares of
a target of a bidding war in a tender offer, and brought suit
agai nst a conpany that withdrew its bid based on its own

di scl osure of its accounting irregularities. 1d. at 177-78.
When the defendant withdrew its offer, the price of the target’s
shares fell and the plaintiffs |ost noney.

The Second Circuit observed that a nerger creates a “far
nore significant relationship” between two conpani es than a sale
of a business unit, but left unresolved whether a potenti al
nmerger mght permt a finding of standing. Ontario, 369 F.3d at

33-34. As this discussion reveals, Ontario did not rest its
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anal ysis on the "in connection with" requirement, and did not
face the situation in which one security's value was directly and
contractually linked to another's. \While the precise issue
presented here appears to be novel, the application of well-
establ i shed principles provides anple authority to find that

al | eged m srepresentations and om ssions concerni ng Wrl dCom were
made "in connection with" a security whose value at maturity was

derived fromthe WrldCom stock price.

Concl usi on

Def endants' notion to dismss the Sections 11 and 12(a)(2)
clains as tinme-barred is granted. Plaintiffs' Sections 10(b) and
20(a) clainms based on the Prospectus are al so dismssed as tine-
barred. Defendants' notion to dism ss the Sections 10(b) and
20(a) clains for post-July 30, 1999 purchasers of TARGETS on the
ground that the alleged fal se representations and om ssions in
SSB research reports were not "in connection with" with the
purchase or sale of TARGETS is deni ed.
SO ORDERED

Dat ed: New Yor k, New York
June 28, 2004

DENI SE COTE
United States District Judge
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